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By O. E. Bercer 


Properly exploited, the provisions of Division 7, prior to the 
introduction of the Amending Act, No. 44 of 1948, were undoubtedly 
of great benefit to the shareholders of many private companies. 
However, benevolent as those provisions might have been from the 
shareholders’ point of view, their passing ought to be welcomed from 
the point of view of better aecounting. Under the pre-1948 pro- 
visions, sound accounting prinaples had often to be abandoned so 
as not to commit the crime of destroying Division 7 income. The 
annual accounts were prepared with but a single purpose and devo- 
tion: the protection of the privileged Division 7 income. Means had 
to be devised to make the amoun: of net profit, as per the accounts, 
identical with the amount of distributable income. That was the 
hall-mark of proficiency. Admittedly the new provisions of Division 
7 are more complicated than their predecessors, but they have this 
ereat virtue—they will contribute a great deal towards a return of 
sounder accounting procedure. We may see the day again when the 
accounts of a private company shall reveal the setting aside of a 
provision for doubtful debts, and accumulated losses and _ non- 
allowable outgoings may gradually disappear as intangible assets. 

The change for the better, from an accounting point of view, 
has been brought about by allowing private companies in respect of 
profits earned after 30 June, 1947, to set aside as reserves certain 
percentages of their distributable income, such reserve amounts 
(hereafter referred to as percentage reserves) not being liable to any 
Division 7 taxes and social services contribution. The percentage 
reserves, exempt from Division 7 tares and contribution, are the 
following percentages of the distributable income (s. 103 (2)(e)): 

30% of first £2,000 (tp to £2,000) 
25% of second £2,000 (£2,001 to £4,000) 
20% of third £2,000 (£4,001 to £6,000 
15% of fourth £2,000 (£6,001 to £8.000) 
10% of excess over £8,000. 

The above percentage reserves exempt from Division 7 taxes 
and contribution do not apply to dividends recewed by a private 
company from another private company (s. 103 (2)/e)), 

Division 7 taxes and contribution levied on undistrhuted amounts 
in respect of income years ended up to 30 June, 1947, etinue to be 
deductible in calculating the distributable income for tie year in 
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which those taxes are actually paid, but Division 7 taxes and contri- 
bution on undistributed amounts beginning with income year ended 
30 June, 1948, and subsequent years are not deductible in calculat- 
ing the distributable income. Moreover, beginning with income year 
ended 30 June, 1948, the maximum amount capable of distribution 
to the shareholders with the benefit of the s. 107 rebate (subject, 
however, to the limitations provided by s. 107 (2)) is the amount 
remaining after deducting from the undistributed amount the total 
of the Division 7 taxes and contribution payable on that amount. 
Up to income year ended 30 June, 1947, the full amount of the 
undistributed amount of each year was—and continues to be- 
capable of s. 107 distribution to the shareholders. 

From the foregoing explanations, it will be seen that the 1948 
Amending Act in respect of profits earned after 30 June, 1947, has 
made two major changes which have a bearing upon the accounting 
procedure of private companies, viz. : 

(1) a private company is allowed to put aside certain per- 
centages of its distributable income as reserves exempt 
from Division 7 taxes and contribution: and 

(2) the amount capable of s. 107 distribution is limited to the 
balance remaining after deducting from the undistributed 
amount the Division 7 taxes and contribution payable 
thereon. 

It will be readily realized that the exempt percentage reserves 
will act as a weleome shock absorber taking eare of non-allowable 
deductions debited to Profit and Loss Account. The accountant may 
now courageously debit non-allowable items to Profit and Loss 
Account up to the total amount of the percentage reserves without 
fear of destroying one penny of the precious Division 7 income. For 
example, where the distributable income is £10,000, a private com- 
pany’s Profit and Loss Account can absorb up to £2,000 of non- 
allowable debits before there is any danger of eating into the Division 
7 income. Under the 1948 provisions, it should, therefore, be an 
easy matter to disclose a net profit, as per the accounts, which is not 
less in amount than a sufficient distribution (which is the distribut- 
able income reduced by the percentage reserves). 

But, having regard to the likely delays in the issue of the 
Division 7 assessments (ss. 104, 105 and 105A) and bearing in mind 
that those assessments are a charge against the profits of the relevant 
year of income as far as Divsion 7 income is concerned, the new 
problem, unless guarded against by accounting methods, is likely to 
be: how ean those privileged fands, the amount of which may not be 
known for years, be protected during the waiting period. It is 
suggested that a solution to this problem is the adoption of an 
accounting procedure along the following lines: 

(1) Make provsion for ordinary income tax and debit the 
amount thereof to Profit and Loss Account (where the 
company is on a taxes payable basis which now applies in 
the majority of instances) ; 

Debt Division 7 taxes paid in respect of undistributed 
apounts to 30 June, 1947, to Profit and Loss Account of 
vear of payment; 
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(3) Transfer the balance of net profit remaining after the 
foregoing charges, to the credit of a separate Profit and 
Loss Appropriation Account in respect of each year; 

(4) Debit any dividends paid within the prescribed period 
out of the profits of the preceding year, or any interim 
dividends, to the Profit and Loss Appropriation Account 
of that year; 

Debit all the Division 7 assessments on undistributed 
amounts for year ended 30 June, 1948, and subsequent 
years, to the Profit and Loss Appropriation Account of 
the year to which they relate (see alternative plan later) ; 
The balance remaining in the Profit and Loss Appro- 
priation Account of each particular year should then con- 
tain the Division 7 income available for s. 107 distri- 
bution ; 

Transfer the Division 7 income, when it can be ascer- 
tained, from the Profit and Loss Appropriation Account 
of each particu'ar year to a Special Reserve Account 
containing wholly Division 7 income from 1948 onwards; 
alternatively a s. 107 dividend may be paid wholly and 
exclusively out of the Division 7 taxed profits of that 
year and debited to the Profit and Loss Appropriation 
Account of that year, and any balance of Division 7 
income still remaiaing after the payment of the s. 107 
dividend could thea be transferred to a Special Reserve 
Account containing Division 7 income from 1948 onwards; 
The balance remaining in the Profit and Loss Appro- 
priation Acgount wil then contain the unabsorbed per- 
centage reserves (s. 103 (2)(e)) and should be trans- 
ferred to General Reserve or like account (containing 
profits which are assessable in hands of shareholders when 
distributed by way of dividends), thus eliminating the 
Profit and Loss Appropriation Account of that particular 
year. It must be borre in mind that the percentage re- 
serves are fully assessable when distributed to the share- 
holders by way of dividends. 


Under the new provisions it vill be quite in order and safe to 
make provision for Division 7 taxe:, as the law now recognizes that 
those taxes are a charge against the profits on which the taxes are 
levied. However, as a precautionary measure, in case the estimate 
is wide of the mark, it would be advisable to credit the provision for 
Division 7 taxes to a separate Division 7 taxes provision account for 
each year. Any over-or-under provision can then easily be adjusted 
after all the Division 7 assessments have been received. If the pro- 
vision for Division 7 taxes proved to be Ovr-generous, some of the 
Division 7 income would probably be locatedin the Division 7 taxes 
provision account and could be retransferrei to the appropriate 
Profit and Loss Appropriation Account or drect to the Special 
Reserve. 

The foregoing accounting procedure may beste explained by 
the following example: 
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Prorir AND Loss ACCOUNT FOR YEAR ENDED 30 JUNE, 1949. 
Expenses .. . .. £30,000 Gross Profit from Trading £50,000 
Net Trading Profit car- 

ried down rd 









20,000 















£50,000 £50,000 
Provision for Ordinary Net Trading Profit brought 
Income Tax .. £6,350 down... a .. £20,000 






1947 Division 7 tax paid 5,000 





£11,350 






Net Profit transferred to 
Profit and Loss 1949 
Appropriation Account 8,650 


£20,000 














£20,000 








APPROPRIATION ACCOUNT. 
1949 
July 1 By Balance .. £8,650 


PROFIT AND Loss 1949 










9 


The company’s taxable income for income year ended 30 June, 
1949, was £22,000, as follows: 


-~4 










£8,650 





Net Profit, as per accounts 
Add: 
Non-allowable items debited to Profit asd Loss Account— 
Building alterations, donations and Provisions for 
Doubtful Debts ; ~ oP ; 
Provision for Ordinary Income Tax . os , 6,350 
1947 Division 7 tax paid.. 5,000 






£2,000 










on {op 













Income 


Taxable 





£22,000 








The company is on a taxes payable basis, and the distributable 
income for year ended 30 June, 1949, was thus £10,650, as follows: 







Taxable Income .. ; ; i ; ig F £22 000 
Less: 
Ordinary Income Tax payable thereon .. £6,350 





1947 Division 7 tax paid 5,000 





11,350 





Distributable income £10,650 









The company did not pay a dividend out of the 1949 profits 
within the prescribed period, so :hat the undistributed amount for 
that year was £8,585, as follows: 













Distributable income (as above) ; + ia .. £10,650 
Less: 
Percentage Reserves (s. 203 (2)(e)) 2 i .. 2,065 








Undistributed amount . = ‘ , i -. £8,565 








The company receved its Division 7 assessments in respect of 
the above 1949 undistibuted amount during the following years: 







104/105 1957 1951 .. ro Sa ‘ a .. £4,500 


8s. oe 
192/1953 .. a & ei - 200 


s. 105A 





£4,700 
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The company paid the above assessments during the years they 
were received (though this is irrelevant) and it did not issue any 
new shares in the meantime. The Division 7 income in respect of 
year ended 30 June, 1949, capable of s. 107 distribution was thus 


£3,885, as follows: 
o 


Undistributed amount .. *“ ba £8,585 
Less Division 7 taxes payable thereon 4,700 


Division 7 Income £3,885 


The above amount, £3,885, will be located in the balance of the 
Profit and Loss 1949 Appropriation Account, which account may 
now be eliminated, as follows: 


PROFIT AND Loss 1949 APPROPRIATION ACCOUNT. 


1949 
July 1 By Balance brought 


To s. 104/105 as- —s 
forward sk £8,650 


sessments £4,500 


To s. 105A assess 
ment .. : 200 


£4,700 
To transfer of 1949 
Division 7 in- 
come to Spe- 
cial Reserve 
June : To Transfer to 
General Reserve 
or like account 65 


£8,650 £8,650 


In the above example non-allowable items totalling £2,000 failed 
to destroy any portion of the Division 7 income, thanks to the per- 
centage reserves provided by s. 103 (2)(e). Where the assessable 
income and allowable deductions which constitute the taxable income 
are contained in the items making up the net profit, as per the 
company’s accounts, the Commissioner, on the authority of his initial 
rulings regarding appropriations out of profit and loss accounts and 
reserve accounts, does not require that a company should specifically 
appropriate non-allowable items contained in the Profit and Loss 
Account against non-Division 7 income. On this basis, it is not 
necessary to make specific appropriations as to Profit and Loss items 
to determine, in the above example, that the amount of £3,885 con- 
tained in the balance of £3,950 (£8,650 — £4,700) in Profit and Loss 
1949 Appropriation Account actually represents 1949 Division 7 
income. It is sufficient for the company to demonstrate that out of 
the 1949 net profit, £3,885 has been left intact in its accounts. Para- 
graph (4) of the Commissioner’s initial rulings reads as follows: 

‘‘Where the profit and loss profit and the taxable income, 
although approximately of the same amount, have been 
arrived at differently, e.g., where in ascertaining the latter, 
various reserves and appropriations have been ‘added back’ 
and then further allowances made which approximately cancel 
out in the final result, it is assumed that the whole of the 
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taxable income is represented by the profit and loss balance 
and, conversely, that the profit and loss balance is represented 
by taxable income, limited, of course, by the lesser of the two 
in each ecase.’’ 

There will be no more stampedes to pay Division 7 assessments 
on undistributed amounts from 1948 onwards, within a certain year 
of income; there is no income tax advantage by paying them this 
year or the next. Accountants and auditors may now spend the last 
day of the financial year attending to their lawful duties, counting 
eash and supervising stock-takings, instead of behaving like fathers 
outside maternity wards, nervously awaiting the issue of Division 7 
assessments. Where Division 7 assessments are received, say, during 
June of any year and payable during July of the next financial 
year, the proper accounting procedure should then be to debit the 
Division 7 taxes to the Profit and Loss Appropriation Account of the 
appropriate year and credit Sundry Creditors or accrued liabilities. 























Value of Trading Stock on Hand at End 
of Year 












A reader has submitted the following question: A private com- 
pany has paid during the current year ending 30 June, 1949, a large 
sum in tax under Division 7 in respect of an undistributed amount 
of income year ended 30 June, 1947. This sum is deductible in 
arriving at the distributable income of year ended 30 June, 1949 
(s. 103 (1)). However, if trading stock were valued at cost price the 
taxable income of 1948-1949 would be less than the amount of 
Division 7 tax paid in that year and the amount of ordinary income 
tax payable on the taxable income of that year. The excess taxes 
are not deductible in calculating the distributable incomes of subse- 
quent years so that the benefit of the taxes would, pro tanto, be lost 
in the above circumstances. The reader asks whether the difficulty 
eould be overcome by valuing trading stock at selling price. If this 
were done, the resultant taxable income would in all probability 
exceed the sum of the two deductible taxes. If this course could be 
pursued, the company would on the one hand pay an increased 
amount of ordinary income tax on the resultant increased taxable 
income for 1948-1949, but this overpayment would be matched by a 
corresponding underpayment of ordinary income tax in the follow- 
ing year. This is so, because 1949-1950 would begin with a high 
opening debit for trading stock which would reduce the taxable 
income of that year, as the trading stock on hand on 30 June, 1950, 
would, of course, be valued at cost price. 

In reply, it should be noted that s. 31 provides that the value of 
each article of trading stock (not being live stock) to be taken into 
account at the end of the year of income shall be, at the option of 
the taxpayer, its cost price or market selling value or the price at 
which it ean be replaced. 
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It is quite clear that the taxpayer company may value its trading 
stock at ‘‘market selling value’’ even where that value exceeds the 
cost price of the trading stock. 

Moreover, the taxpayer may exercise the option provided by s. 31 
in respect of ‘‘each article of trading stock.’’ Therefore, the com- 
pany could value some of its trading stock at market selling value 
sufficient to yield a taxable income closely corresponding to the 
deductible taxes of 1948-1949, thus yielding little or no distributable 
income for that year. The remainder of the trading stock could be 
taken into account at cost price. 





Valuation of Shares Not Immediately 
Realisable Received as Result of 
Profit-making Venture 


The taxpayer company carried on a business of exploiting and 
dealing in gold mining concessions. Its practice was to acquire con- 
cessions in the Gold Coast Colony. The concessions were exploited and, 
if they were proved to be gold bearing in such circumstances that with 
further expenditure gold might be produced on a profit-making basis, 
the taxpayer company proceeded to part with the concession at a price 

-to be satisfied by the issue of fully-paid shares—to another company, 
the business of which would be to develop and work the gold. The shares 
so received, and which were still held at balance date, were valued by 
the taxpayer company in its accounts at a sum equalling the cost of 
acquiring and exploiting the particular concession. Thus, no profit was 
brought to account in the year of sale where the shares received remained 
unsold. When, in subsequent years, as shares were sold the profits as 
shown on such sales on the above basis were brought to account. The 
company was assessed to English income tax in respect of profits arising 
from certain of the above-mentioned transactions, on the basis that the 
value of the shares at the date of allotment was par. The House of 
Lords (Lord Oaksey dissenting) affirmed the decision of the Court of 
Appeal that the shares must be valued for income tax purposes, but 
remitted the case to the Commissioners to reconsider the value in the 
light of their Lordships’ opinion, the Commissioners having previously 
considered themselves bound as a matter of law to assume that the shares 
were worth their par value (Gold Coast Selection Trust Lid. v. Humphrey 
[1948] 2 All E.R. 379). 

Per Viscount Simon, Lord Thankerton, Lord Uthwatt and Lord 
Du Parcq: “It seems to me that it is not correct to say that an asset, 
such as this block of shares, cannot be valued in money for income tax 
purposes in the year of its receipt because it cannot, in a commercial 
sense, be immediately realised. That is no reason for saying that it is 
incapable of being valued, though, if its realisation cannot take place 
promptly, that may be a reason why the money figure set against it at 
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the earlier date should be reduced in order to allow for an appropriate 
interval. . . . The Commissioners, as it seems to me, in fixing what 
money equivalent should be taken as representing the asset must fix an 
appropriate money value as at the end of the period to which the 
appellant’s accounts are made up by taking all the circumstances into 
consideration. It is a relevant circumstance that £800,000 was the 
figure fixed on as the appropriate consideration to be satisfied by fully 
paid shares, but it is also a relevant consideration that the asset could 
not be realised at once.” The principle to be applied was stated by their 
Lordships to be: “In cases such as this, when a trader in the course of 
his trade receives a new and valuable asset, not being money, as the 
result of sale or exchange, that asset, for the purpose of computing the 
annual profits or gains arising or accruing to him from his trade, should 
be valued as at the end of the accounting period in which it was received, 
even though it is neither realised nor realisable till later. The fact that 
it cannot be realised at once may reduce its present value, but that is no 
reason for treating it, for the purposes of income tax, as though it had 
no value until it could be realised. If the asset takes the form of fully 
paid shares, the valuation will take into account not only the terms of 
the agreement, but a number of other factors, such as prospective yield, 
marketability, the general outlook for the type of business of the 
company which has allotted the shares, the result of a contemporary 
prospectus offering similar shares for subscription, the capital position 
of the company, and so forth. There may also be an element of value 
in the fact that the holding of the shares gives control of the company 
If the asset is difficult to value, but is none the less of a money value, the 
best valuation possible must be made. Valuation is an art, not an 
exact science. Mathematical certainty is not demanded, nor, indeed, is 
it possible. It is for the Commissioners to express in the money value 
attributed by them to the asset their estimate and this is a conclusion of 
fact to be drawn from the evidence before them.” 


Fees Received for Licences to Perform 
Gramophone Records 


In /.R. Comrs. v. Electric and Musical Industries Ltd. {1948]| 2 
All E.R. 514 it was held by the English High Court that fees from 
licences to perform gramophone records in public which were collected 
by a company and distributed to its members did not constitute “income 
from investments” within the meaning of para. 1 of pt. I of Sched. VII 
of the English Finance (No. 2) Act, 1939, but was income arising to 
the members of the company in the course of their trade as manufacturers 
of gramophone records, and, therefore, fell to be included in the compu- 
tation of the members’ profits for the purposes of English Excess Profits 
Tax (dicta of the Court of Appeal in 7.2. Comrs. v. Desoutter Bros. Ltd. 
[1946] 1 All E.R. 58 applied). The judgment of Singleton, J., has 
been affirmed by the Court of Appeal—15 December, 1948—not yet 
reported. 
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Payment to Widow of Deceased Employee 


In the case cited in para. [723A] of Commonwealth Income Tax 
Law and Practice, the majority of the Board of Review held that a 
payment to the widow of a deteased general manager was an allowable 
deduction under s. 51 where it was established that such payments served 
to assist in the continuance of the business as an income-producing 
entity, ie., where they were likely to promote harmony, efficiency 01 
economy in working relations and operations. In Inc. Tax Cas. No. 609 
(1945), 14 Sth. Af. Tax Cas. 374, the South African Special Court held 
that pensions and other payments voluntarily made to widows of ex- 
employees were not an allowable deduction on the ground that no relation- 
ship appeared to exist between such expenditure and any activity of the 
taxpayer which went to produce its income. The Court went on to say: 
‘““. . . if there is such a link, the only link suggested is that the payment 
of the pensions conduces in some way to the earning of its income by 
promoting contentment in its staff. Whether the staff has in any way 
been influenced in the performance of their duties by such payments is 
by no means apparent. No evidence on this aspect, beyond certain 
general evidence, was forthcoming. Accordingly, the Court is of opinion 
that the necessary link between the expenditure and the income has not 
been established.” 

See also Inc. Tax Cas. No. 618 (1946) 14 Sth. Af. Tax Cas. 480 


Parent Rebate 


During the year of income the taxpayer’s widowed mother lived 
with her son (the taxpayer) in her own mortgaged home and derived 
an income, by way of dividends, which was just sufficient to enable her 
to pay the rates in respect of the home and the interest on the mortgage 
to which it was subject. The resources out of which she was able to 
provide herself with everything else which she in fact obtained during 
the year for her own use and benefit, including all other expenditure in 
connection with her home and the whole of her requirements by way of 
food and clothing, consisted of payments made to her by the taxpayer 
Held that by virtue of her ownership of the home in which she lived: the 
taxpayer’s mother partly maintained herself throughout the year of 
income and that as, consequently, the taxpayer did not wholly maintain 
her during the whole or any part of the year he was not entitled to 
any rebate under s. 160 (2) (c) (C.T.B.R.—not yet reported). 
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Expenditure Incurred in Past Years Not 
Deductible from Current Assessable Income 


Ihe taxpayer was the owner of shares which he acquired with 
borrowed money in respect’ of which interest was paid to the lender. 
For several years prior to the relevant income year, no dividends were 
received. During the relevant year a dividend was received and the 
taxpayer claimed as a deduction the total amount of interest paid by him 
not only in respect of the current year but in respect of the above- 
mentioned prior years. Held (by majority), that the deduction should 
be limited to the amount of interest expended in the relevant year (Inc. 
Tax Cas. No. 608 (1947) 14 Sth. Af. Tax Cas. 370). 


Private Company Tax 


Excess Distributions of Previous Years—Section 106. 


The sole purpose for which an ‘excess’? ascertained under s. 106 
is deemed to be a dividend paid out of the private company’s taxabl 
income of the year of income is the calculation of the undistributed 
amount of that income. Hence an excess so ascertained cannot be treated 
as a dividend paid out of that taxable income in the application of s. 106 
for the purpose of calculating the undistributed amount of the company’s 
income of any of the four next succeeding years of income (C.T.B.R. 
not yet reported). 

The following example is furnished to illustrate the effect of the 
Board’s decision: 

Dividend paid 
Distributabk Sufficient or deemed 
Income Distribution to have 
been paid 
10,000 Nil 


10,000 


First vear, 1944-1945 . 10,000 
Additional tax levied under Div. 
Second year, 1945-1946 8,000 8,000 
Director’s remuneration treated 
dividend under s. 109 


Additional tax levied under Div. 7 on 


1,000 
7.000 
Third year, 1946-1947 $000 5,280 
B.: £2,000 


Fourth year, 1947-1948 
tax under 


exempt from Diy 
amending Act of 19 


N. 
18 


10,000 8,000 8,000 





£32,000 £30,000 ~\ £31,280 
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The “excess” under s. 106 is £ 1,280. 


Distributable income, year ended 30 June, 1949 = 6,000 
Exemption from Div. 7 tax under amending Act of 1948 1,500 
Sufficient distribution .. : ’ £4,500 
Distributed as dividend, say .. , , 2,000 
Section 106 ‘‘exeess’’ as above ‘ “a 1,280 

ane 3,280 


Undistributed amount ee ea ; ; £1,220 


In the above case, the taxpayer company apparently contended that 
the s. 106 calculation for 1949-1950 should be calculated as follows :— 
Dividend paid 
Distributable Sufficient or deemed 
Income Distribution to have 
been paid 
First year, 1945-1946 .. 8.000 8.000 Nil 
Director’s remuneration treated as 
dividend under s. 109 .. - 1,000 


Additional tax levied under Div. 7 on 7,000 
Second year, 1946-1947 .. , 4,000 $000 5,280 
Third year, 1947-1948 , .. 10,000 8 000 


Fourth year, 1948-1949 . ‘ ‘i 6,000 $500 
Additional tax levied under Div. 7 on 
Taxpayer claimed that the s. 106 
**execess’’ for 1948-1949 should 
be treated as a dividend in 
calculating the undistributed 
amount of 1949-1950 .. aa ; 1,280 


£28 000 £24 500 £25,780 


“Excess” under s. 106 claimed by taxpayer to be £1,280, which, if 
correct, would be deemed to be a dividend paid out of the taxable 
income of year ended 30 June, 1950. 


However, the Board has held that in the above circumstances the 
1948-1949 “excess” of £1,280 cannot be treated as a dividend for the 
purpose of calculating the undistributed amount of the four income years 
ended 30 June, 1950-1953 inclusive. Thus, the totai of the dividends 
and deemed dividends of the four years ended 30 June, 1949, is £24,500 
( £25,780— £1,280) which equals the sum of the “sufficient distribu- 
tions” for those four years. Consequently there is no “excess” under 
s. 106 in respect of income year ended 30 June, 1950. 
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Rates and Interest Incurred in Respect of 
Period during which Rent-producing Property 
was in Course of Erection 


In Inc. Tax Cas. No. 607 (1947) 14 Sth. Af. Tax Cas. 366, the 
taxpayer company derived its income by way of rents. During income 
year ended 30 June, 1943, it erected a building which was completed 
on 19 December, 1942, and was let as from 1 January, 1943. The 
Commissioner disallowed a proportion of the rates and interest incurred 
attributable to the period prior to 19 December, 1942, and the Commis- 
sioner’s action was upheld by the Special Court on the ground that the 
South African Act permits the deduction only of such expenditure as is 
actually incurred in the production of income. In the above case, the 
taxpayer company was carrying on a business for the purpose of pro- 
ducing assessable income by way of rent and, applying the decision of 
the Board of Review cited in para. [1002] of Commonwealth Income 
Tax Law and Practice, it is considered that the company was carrying 
on business from the date on which it acquired the land on which the 
building was erected and that, therefore, the rates and interest incurred 
prior to the completion of the building would be an allowable deduction 
under s. 51 of the Commonwealth Act. The position might be otherwise 
where the taxpayer is not carrying on a business. 

N.B.—A rebate of tax is allowed under s. 160 (2) (h) of rates 
on non-income producing property. 


Debt Written Off as Bad 


Shares subsequently received in payment of debt. 


A debt of £2,492 15s. Od. which for over ten years had been owing 
to the taxpayer company by another company for goods supplied, and 
all but £100 of which had been written off by the taxpayer and allowed 
as bad debts in its assessments, was settled— 

(a) as to £623 15s. Od. by the payment of that amoufit in cash; and 

(b) as to the balance of £ 1,869—by the allotment of 1,869 fully- 

paid £1 special preference shares in the capital of the debtor 

company. 
The agreement for the settlement took the form of the acceptance by 
the debtor company of an offer by the taxpayer “to accept payment of 
the debt of £2,492 15s. Od.” in the manner described, but the agreement 
was made at the request of the debtor company and was part of a general 
agreement which was brought about by that company, with the consent 
of its existing preference shareholders and its bankers, and which involved 
the settlement along similar lines of all of its trade debts. 

Held (by the Board of Review—not yet published—upholding the 
taxpayer’s claim) that in arriving at the amount required by s. 63 (3) 
to be included in the taxpayer’s assessable income of the year in which 
the debt was settled (the required amount being the excess over £ 100 of 
“the amount received in respect of the debt’’) the shares should be taken 
into account at their real value (which according to the taxpayer was 
£186 18s. Od. or 2s. per share) and not at their nominal value of 
£1,869 (at which they were taken into account by the Commissioner). 
In reaching this decision the Board relied upon s. 21. 
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June, 1949 CURRENT TAXATION 


Profits of United Kingdom Branches of 
Australian Businesses 


In Hughes v. Bank of New Zealand [1938] 1 All E.R. 778; 21 
Tax Cas. 472, the taxpayer was a bank resident in New Zealand with a 
branch in London. It disputed the United Kingdom assessment of its 
London branch profits. The question at issue was whether, in calculating 
the profit of the branch by setting off expenses against receipts, it was 
right to include on the receipts side the interest on certain investments 
which was, by statute, exempt from U.K. tax. It was held by the House 
of Lords that such interest could not be included in calculating the 
assessable profit of the branch. 


So also, where U.K. tax is being levied on actual profits, the taxable 
value of tax-free land must be excluded from the credit side of the 
account in ascertaining what those profits are (Simclair v. Cadbury Bros. 
Lid. (1933) 18 Tax Cas. 157). 


The A.M.P. Society has a branch in London. The Society was 
assessed under regulation to U.K. tax on its branch profits in accordance 
with the following formula :— 


Liability in respect of | .K. policies — . _ of total income 


from investments. 


Liability in respect of all policies 


Among the investments were certain securities which were exempt from 
U.K..tax. The Society claimed that the amount upon which U.K. tax 
was chargeable should have been calculated by deducting from the result 
of the application of the above formula, the whole of such exempt income. 
The Special Commissioners rejected the Society’s claim and allowed 
relief in accordance with the method offered by the Crown which, in 
effect, deducted from the appropriate proportion of the total income, 
calculated by reference to the formula, the same proportion of the exempt 
income. The English Court ordered relief in the amount allowed by the 
Special Commissioners, but the Court of Appeal decided in favour of the 
Society’s claim. The House of Lords were of opinion that no deduction 
at all was due in respect of the exempt income; they unanimously allowed 
the Crown’s appeal and restored the order of the High Court (4ustralian 
Mutual Provident Society v. I.R. Comrs. (1945-7), 28 Tax Cas. 388). 


The New Zealand Bank Case and Cadbury’s case decide that, when 
actual profits are being dealt with, the exempted income must not be 
included as a credit item in the company’s account when determining its 
assessable profits. Where, however, as in the 4.4/.P. case, those profits 
are “a conventional or notional sum—calculated, it is true, by the use 
of figures which might include the proceeds of exempted investments— 
but a sum ‘deemed to be profits’ to be charged as such, without any 
deduction save that specifically provided for’ (fev Viscount Simon, 28 
Tax Cas. at p. 403), then, no reduction of liability on the ground that 
exempted investments enter into the calculations is called for. 


In a second case the U.K. profits of the A.M.P. Society of an earlier 
year were considered. The income chargeable to United Kingdom tax 
was arrived at in accordance with the following formula :— 
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Liability in respect of U.K. policies of total income 
from investments. 











Liability in respect of all policies 


The portion of the investment income so ascertained was reduced by the 
amount of the investment income upon which U.K. tax had been paid by 
deduction, leaving an assessable balance of £111,593. Under Australian 
law the Society was charged to tax in Australia on its income derived 
from Australia, but was not so chargeable on any income derived from 
a source outside Australia, including a business in the United Kingdom, 
to the extent to which it,was proved to be chargeable to United Kingdom 
income tax (s. 14 (1) (q) 1922-1930 Act—see now s. 23 (q)). The 
Society claimed that it had paid Australian income tax on part of the 
sum of £111,593 and that it was therefore entitled to Dominion Income 
Tax relief. The U.K. Commissioners rejected the claim and contended 
that no Australian tax had been charged on the profits of the London 
branch and that no part of the sum of £111,593 represented income that 

had been doubly taxed. The Special Commissioners held that the Society © 
had sufficiently identified a mathematical part of its income as having 
borne both taxes, and allowed the claim in principle. The English High 
Court held that the Special Commissioners’ decision was correct (/.2. 
Comrs. v. A.M.P. Society (1945) 28 Tax Cas. 379). 


Position of Companies with Regard to Land 
and Property Sales 


The following is an extract from the decision of the South African 
Special Court in Inc. Tax Cas. No. 612 (1947) 14 Sth. Af. Tax Cas. 
385 at pp. 386-7: “The question whether the proceeds of immovable 
property when realised are to be regarded merely as an enhancement of 
capital or whether the profit derived therefrom is an accrual of income 
depends primarily on whether what has been done in the process of 
acquisition and realisation amounts to the carrying on of a trade or 
business. In the case of a company the usual and proper course to adopt 
in order to determine this question is to ascertain the nature of the 
business which the company was formed to carry on: and for this purpose 
recourse is had to the ‘objects’ clauses of the company concerned. The 
objects clauses in themselves are not necessarily conclusive of the question ; 
but if it is found that what the company has been doing falls under the 
head of the trade or business it was founded to promote, as disclosed by 
such clauses, then it is logical to conclude that such acts are done in 
pursuance of that trade. Again, the acts done by the company may be 
reconcilable with various objects. In such a case enquiry must be 
directed to which type of object the acts done more suitably conform.” 
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June, 1949 CURRENT TAXATION 


Rent of Taxpayer’s Residence Paid by 
Employer 


Value of allowance or benefit to taxpayer. 

At all material times the taxpayer was the general manager of a 
company in a very large way of business. Prior to the year of income, 
at a time when the taxpayer was living in an outer suburb of a city in 
a furnished house for which he was paying £4 4s. Od. a week, the 
directors of the company informed him that they considered that he 
should live in a house and a locality more in keeping with the importance 
of his position and said that if he did so the company would bear the 
responsibility for the rent. They had in mind the necessity (from the 
company’s standpoint) of the taxpayer’s meeting business men of cor- 
responding status and returning their hospitality. The taxpayer accord- 
ingly took a lease of a furnished house at a rental of £10 10s. Od. a week 
in one of the suburbs suggested by the directors and he was in occupation 
of this house throughout the year of income under review. The amount 
of £546, being the whole of the rent payable for the house for that year, 
was paid by the company in accordance with the directors’ undertaking, 
the company’s payments being made direct to the landlord’s agents. 
The taxpayer, alleging that the house was in excess of his requirements, 
claimed that the value to him for the year of the allowance or benefit 
given or granted by the company was no more than £ 156, this evidently 
being in his opinion the amount of the rent which would have been 
payable per annum for a house which would have satisfied all his private 
and domestic requirements. Held that the full amount of £546 was 
assessable income under s. 26 (e) (C.T.B.R.—not yet reported). 


Extra Expenditure on Alterations and 
Improvements Incurred by keeping Licensed 
Houses Open during Rehabilitation 


The taxpayer company carried on the trade of brewers and owned 
a large number of licensed houses. In 1938 the company decided upon 
extensive works to rehabilitate 238 of the licensed houses, which had 
fallen into decay. In the interests of the company’s trade these houses 
were kept open while the work was proceeding, and in consequence 
greater expenditure on the alterations and improvements was necessary 
than if the houses had been closed. Apart from the cost of repairs which 
was allowed without dispute, the company contended that the extra 
expenditure incurred on alterations and improvements was revenue expen- 
diture and was therefore deductible. Held by the English High Court 
that the extra expenditure was non-deductible capital expenditure, being 
part of the cost of bringing into existence an asset “for the enduring 
benefit of the trade”. It was none the less capital expenditure because 
the trade benefited included that being carried on during the progress 
of the work. (d/ann Crossman & Paulin Lid. vy. Compton (1947) 28 
Tax Cas. 410.) 


Supplement to The Australian Accountant, June, 1949 





CuRRENT TAXATION June, 1949 


Mutual Concerns 


The taxpayer society, which consisted of two members, both co-opera- 
tive societies, owned an estate in Siam where it grew and manufactured 
tea. It sold practically the whole of its output to its two members at 
market rates. By its rules, the society’s net profits were applied inter alia 
in payment of interest on the share capital and payment of a dividend to 
members rateably in proportion to the amount of purchases made by 
them. Held (by the Privy Council) that the Society was assessable in 
respect of profits from the sale to its members (Zaglish and Scottish Joint 
Co-operative Wholesale Society Lid. vy. Assam Agricultural Income Tax 
Comr. [1948] 2 All E.R. 395). 

In the above case the taxpayer sought exemption on the principle 
established in Styles v. New York Life Insurance Co. (1889) 2 Tax 
Cas. 460. As pointed out by the Privy Council in the Assam case at 
p. 399, the business carried on in Styles’ case, and in other cases in which 
the principle established by it was applied, was that of mutual insurance. 
“The essence of that kind of business (with the exception of life insur- 
ance) is that a number of persons form an association which collects from 
the members contributions to a common fund which the members authorise 
the association to use for payments in indemnity of the losses assured 
against, for defraying the expenses of management, and for repayment 
to themselves of any balance. In life insurance business the association 
is authorised to use the common fund not for payments in indemnity of 
losses but for payment of sums payable on the death of a member. But 
in the nature of things there are no profits to be made out of a mutual 
arrangement to share losses, and there are no profits to be made out of a 
mutual arrangement to pay a sum to executors or assignees on the death 
of an associate. It is also to be observed that in Styles’ case and similar 
cases the contributors to the common fund and the participators in it 
are two identical bodies. The role of the association is to collect from 
the associates the contributions to the common fund and to make the 
payments from it in accordance with the contribufors’ mandate, and this 
mandate may be and usually is written into the constituent documents of 
the association, which may or may not be a corporation. ‘The association 
is, therefore, no more than a convenient agent for carrying out what the 
associates might more laboriously do for themselves. What kinds of 
business other than mutual insurance may claim exemption from liability 
to income tax under the principle of Séyles’ case need not be here con- 
sidered, but their Lordships are of opinion that the principle cannot apply 
to an association, society or company which grows produce on its own 
land or manufactures goods in its own factories, using either its own 
capital or capital borrowed whether from its members or from others, 
and sells its produce or goods to its members exclusively. In the present 
case the appellant society is not bound by its rules to sell its tea only to 
its members, but it could make no difference if it were. No matter who 
the purchasers may be, if the society sells the tea grown and manufactured 
by it at a price which exceeds the cost of producing it and rendering it 
fit for sale, it has earned profits which are, subject to the provisions of the 
taxing act, taxable profits.” 
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